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PREFACE 


The  Physician  Payment  Review  Commission  was  established  by  Congress  in  1986 
(Public  Law  99-272)  to  advise  it  on  reforms  in  Medicare  policies  for  paying 
physicians.  The  Commission  began  its  work  in  November  1986  and  has  submitted 
a  report  to  Congress  in  March  of  each  year  since  then.  Its  work  has  focused  on 
both  changes  in  the  methods  used  to  pay  physicians  for  services  to  Medicare 
beneficiaries  and  policies  to  slow  the  growth  in  spending  for  those  services.  Coming 
from  very  different  backgrounds  and  perspectives,  the  13  Commissioners  work  to 
reach  a  consensus  on  the  policies  they  recommend. 

In  developing  its  recommendations,  the  Commission  plays  several  roles.  It  provides 
independent  expert  advice  to  the  Congress  and  the  Secretary  of  Health  and  Human 
Services.  It  provides  a  forum  for  groups  representing  beneficiaries,  physicians  and 
others  affected  by  physician  payment  policy  to  participate  in  the  decision-making 
process.  And  it  conducts  the  analytical  work  that  provides  the  basis  for  policy 
decisions  and  the  technical  work  necessary  to  implement  changes  adopted  by 
Congress. 

In  this  report,  the  Commission  presents  its  proposals  for  a  Medicare  Fee  Schedule 
and  policies  to  reduce  the  rate  of  increase  in  program  costs  and  to  improve  the 
quality  of  care  to  Medicare  beneficiaries.  The  work  on  this  report  began  more  than 
two  years  ago  when  the  Commission  called  for  a  fee  schedule  for  Medicare  and  set 
out  a  plan  for  its  development.  Last  year's  report  to  Congress  was  a  progress  report 
on  the  Commission's  work,  specifying  the  conceptual  basis  for  the  fee  schedule, 
reporting  on  technical  issues  in  its  design,  and  presenting  background  on  important 
policy  issues  the  Commission  would  soon  take  up,  such  as  assignment  policy  and 
expenditure  targets. 

This  volume  presents  the  Commission's  recommendations  and  rationales  for  its 
decisions.  It  also  summarizes  the  impact  of  the  fee  schedule  policies  proposed  by 
the  Commission.  The  full  Commission  report  that  describes  the  background  and 
analyses  used  as  the  basis  for  the  Commission's  recommendations  can  be  obtained 
from  the  Commission's  office  in  Washington,  D«C. 
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SUMMARY  AND  RECOMMENDATIONS 


The  Physician  Payment  Review  Commission  has  developed  a  comprehensive  set  of 
proposals  to  rationalize  the  pattern  of  payments  to  physicians  by  Medicare  and  to 
slow  the  rate  of  increase  in  program  costs  so  that  they  are  affordable  to  beneficiaries 
and  taxpayers.  The  Commission's  proposals  respond  to  its  mandate  from  Congress 
to  suggest  new  ways  to  determine  relative  payments  for  physicians'  services  and 
provide  equitable  payments  among  geographic  areas;  to  protect  beneficiary  access 
to  care;  and  to  slow  the  rate  of  increase  in  program  costs. 

To  rationalize  the  pattern  of  payments  by  Medicare,  the  Commission  proposes  a 
Medicare  Fee  Schedule  based  primarily  on  resource  costs  to  be  enacted  this  year, 
with  a  transitional  stage  to  begin  in  1990.  To  limit  beneficiary  financial  liability,  the 
Commission  recommends  limits  on  balance  billing.  To  control  the  growth  in 
Medicare  expenditures  for  physicians'  services,  it  proposes  expenditure  targets, 
increased  research  on  the  effectiveness  of  medical  services,  the  development  of 
practice  guidelines,  and  improvements  in  utilization  and  quality  review. 

Since  its  inception  in  1986,  the  Commission  has  been  studying  the  pattern  of 
Medicare  payments  to  physicians.  The  more  it  learns,  the  stronger  its  conviction 
becomes  that  the  pattern  of  relative  payments  based  on  screens  for  "customary, 
prevailing,  and  reasonable"  (CPR)  charges  has  serious  problems.  It  conforms 
neither  to  patterns  that  would  promote  efficiency  in  medical  practice  nor  to  those 
that  one  might  infer  to  be  fair  among  physicians  or  among  beneficiaries. 
Rationalizing  the  pattern  of  payment  is  a  key  part  of  reforming  Medicare. 

Studies  by  the  Commission  and  others  have  shown  that  the  current  pattern  of 
payments  departs  substantially  from  the  actual  resource  costs  of  providing  physician 
services.  For  example,  physicians  systematically  receive  less  payment  for  evaluation 
and  management  services  in  relation  to  physician  time  and  effort  than  they  receive 
for  invasive  and  imaging  procedures.  The  variation  in  payment  patterns  from 
locality  to  locality  appears  to  be  erratic  in  that  it  does  not  correspond  to  variations 
in  practice  costs.  A  fee  schedule  would  permit  changes  in  payments  for  both  relative 
values  and  geographic  areas  that  would  more  closely  approximate  differences  in 
resource  costs.  A  fee  schedule  would  also  be  simpler  and  less  expensive  to 
administer,  and  it  would  make  the  program  easier  to  understand  for  both 
beneficiaries  and  physicians. 

Much  of  the  rapid  increase  in  Medicare  outlays  for  physicians'  services  reflects  rising 
utilization  of  services  per  enrollee.    From  1980  to  1988,  physician  services  per 
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enrollee  increased  by  7  percent  per  year.1  But  the  evidence  suggests  that  many 
services  delivered  to  patients  have  little  or  no  value;  expert  consensus  regards 
medical  benefits  as  either  negligible  or  smaller  than  the  medical  risks  involved.  The 
Commission  believes  that  the  most  promising  way  to  control  program  costs  is  to 
reduce  the  provision  of  such  services. 

To  do  this,  the  medical  profession  must  know  which  services  can  be  expected  to 
benefit  the  patient  and  have  the  means  of  identifying  and  selectively  reducing  those 
of  little  or  no  benefit.  The  foundation  of  this  approach  is  to  increase  knowledge  of 
the  effectiveness  and  appropriateness  of  medical  practices  and  to  increase  the  use 
of  that  knowledge  by  physicians,  patients,  managers  of  care,  reviewers,  and 
regulators. 

Over  time,  a  Medicare  fee  schedule  might  contribute  to  a  reduction  in  the  growth 
of  spending  through  a  more  rational  set  of  incentives  to  physicians  and  through 
improvements  in  coding.  Reduction  in  the  excessive  profitability  of  some  services 
and  procedures  might  reduce  their  use,  but  this  could  be  offset  by  the  reaction  to 
increases  in  payments  for  other  services.  In  the  short  run,  the  effects  of  a  fee 
schedule  on  volume  are  uncertain,  and  it  would  not  be  wise  to  count  on  a  fee 
schedule  alone  to  address  the  problem  of  inappropriate  services. 

The  Commission  recommends  three  policies  to  slow  increases  in  expenditures  and 
to  reduce  the  provision  of  inappropriate  services:  1)  giving  physicians  collective 
incentives  to  slow  growth  in  expenditures  through  expenditure  targets,  2)  increasing 
research  on  the  effectiveness  of  care  and  developing  and  disseminating  practice 
guidelines,  and  3)  improving  utilization  and  quality  review  by  carriers  and  peer 
review  organizations  (PROs). 

These  proposals  are  outlined  below.  The  discussion  is  organized  into  a  section 
covering  all  aspects  of  the  Medicare  Fee  Schedule  and  sections  on  other  policy 
areas:  expenditure  targets,  effectiveness  research  and  practice  guidelines,  utilization 
review  by  carriers  and  PROs,  strengthening  the  administrative  infrastructure  for 
payment  reform,  and  risk-sharing  arrangements  in  prepaid  health  plans. 


THE  MEDICARE  FEE  SCHEDULE 


RECOMMENDATION:  The  current  CPR  payment  system  should  be 
replaced  with  a  Medicare  Fee  Schedule  (MFS)  based  primarily  on  the 
resource  costs  incurred  in  efficient  medical  practice. 


Evidence  suggests  that  some  of  the  measured  increase  in  services  per  enrollee  reflects  changes  in 
the  use  of  codes  by  physicians. 
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A  fee  schedule  consists  of  a  relative  value  scale  (RVS),  which  indicates  what  each 
service  or  procedure  is  to  be  paid  relative  to  others;  a  conversion  factor,  which 
translates  the  relative  values  into  dollar  amounts  of  payment;  a  geographic 
multiplier,  which  indicates  how  the  payment  for  a  service  is  to  vary  from  one  locality 
to  another;  and,  in  some  cases,  specialty  multipliers.  A  fee  schedule  also  requires 
a  policy  regarding  assignment  and  balance  bills,  a  transition,  a  process  for  updating 
all  aspects  of  it,  and  a  system  for  monitoring  effects. 

Relative  Value  Scale 

An  RVS  that  is  based  on  resource  costs  must  reflect  both  the  physician  work  (time 
and  intensity  of  effort)  and  practice  costs  (costs  of  nonphysician  inputs)  of  each 
service.  It  cannot  be  specified  without  a  system  of  uniform  and  well-specified 
service  codes.  The  Commission  has  developed  specifications  for  each  of  these 
components  of  the  Medicare  Fee  Schedule. 

Physician  Work.  The  Commission  has  carefully  studied  the  research  by  Professor 
William  Hsiao  and  his  colleagues  at  Harvard  University  aimed  at  developing  an 
RVS.  Its  staff  has  examined  the  methodology  and  reanalyzed  much  of  the  raw  data 
collected  in  the  study.  It  has  consulted  with  outside  experts.  It  has  heard  testimony 
from  many  organizations  representing  physicians,  beneficiaries,  and  others,  most  of 
which  have  had  their  own  experts  and  leaders  examine  the  study.  While  this  process 
has  identified  many  parts  of  the  study  that  will  have  to  be  revised  and  expanded, 
the  Commission  has  concluded  that  the  basic  methodology  of  the  study  is  sound. 

RECOMMENDATION:  The  Hsiao  study's  estimates  of  physician  time  and 
effort  should  be  used  as  the  initial  basis  for  the  physician  work  component 
of  the  RVS  in  the  Medicare  Fee  Schedule. 


Hsiao  has  defined  physician  work  as  time,  mental  effort  and  judgment,  technical 
skill,  physical  effort,  and  stress  from  iatrogenic  risk.  His  team  has  estimated  work 
by  surveying  a  sample  of  practicing  physicians  in  each  specialty  on  the  time  and 
work  involved  in  performing  various  services  and  procedures.  The  estimates  of  work 
for  each  specialty  are  combined  into  a  single  scale  by  linking  across  specialties 
through  services  that  are  considered  the  same  or  equivalent.  Data  on  charges  are 
used  to  extrapolate  from  the  surveyed  services  and  procedures  to  those  not  directly 
studied. 

Through  this  method,  Hsiao  has  developed  the  underpinning  of  a  relative  value  scale 
based  on  resource  costs.  By  assuming  that  time  is  not  the  only  element  of  costs  that 
is  relevant  to  an  RVS  and  by  basing  estimates  of  the  subjective  elements  on  the 
judgments  of  practicing  physicians,  Hsiao  has  measured  costs  in  a  manner  likely  to 
be  acceptable  to  a  broad  spectrum  of  physicians. 
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But  the  Hsiao  estimates  of  work  must  be  refined  and  expanded  before  they  can  be 
used  as  a  basis  for  the  RVS  in  the  Medicare  Fee  Schedule.  The  key  tasks  include: 

o  more  precise  measurement  of  work  prior  to  and  after  direct  contact 
with  the  patient  (pre-  and  post-service  work); 

o  identification  of  additional  services  to  incorporate  into  the  cross- 
specialty  linkages; 

o  more  refined  methods  of  estimating  physician  work  for  services  not 
included  in  the  physician  surveys  (extrapolation); 

o  additional  data  collection  for  several  specialties  surveyed  in  Phase  I 
of  the  study  and  for  estimates  of  physician  work  in  additional 
specialties; 

o  a  process  for  resolving  remaining  problems  relating  to  particular 
services. 

Much  of  this  work  is  already  underway.2  Professor  Hsiao  has  begun  to  test  better 
ways  to  measure  pre-  and  post-service  work  and  to  extrapolate  from  surveyed 
services  to  others.  When  these  methods  are  refined,  he  will  survey  specialties  not 
included  in  Phase  I,  extend  the  surveys  of  certain  specialties  to  cover  additional 
services  and  procedures,  and  resurvey  selected  specialties. 

These  steps  are  expected  to  refine  the  estimates  of  work  considerably,  but 
inaccuracies  in  relative  values  for  individual  services  may  still  exist.  To  correct  these 
inaccuracies,  the  Commission  plans  to  use  consensus  panels  to  revise  intraspecialty 
relative  values,  especially  for  those  developed  through  extrapolation  and  for  those 
covered  by  closely  related  codes  (for  example,  upper  gastrointestinal  endoscopy  with 
or  without  biopsy).  It  also  plans  to  establish  a  process  by  which  medical  specialty 
societies  and  other  organizations  can  raise  concerns  about  relative  values  for  specific 
services.  After  consultation  with  Professor  Hsiao,  other  medical  associations,  and 
independent  experts,  the  Commission  would  judge  whether  revisions  should  be 
made. 

Practice  and  Training  Costs.  The  Commission  has  not  found  the  estimates  of 
practice  and  training  costs  developed  by  Professor  Hsiao  to  be  a  suitable  component 
for  the  Medicare  Fee  Schedule.  Instead,  the  Commission  has  developed  its  own 
estimates  of  practice  costs  and  has  recalculated  the  RVS  to  incorporate  them.  It 
plans  to  refine  its  estimates  of  practice  costs  further. 


Refining  estimates  of  relative  physician  work  should  continue  after  the  fee  schedule  is  implemented. 
A  regular  update  process  will  be  needed  to  address  relative  values  both  for  new  services  and  procedures 
and  for  modifications  of  existing  services  and  procedures  based  on  new  information  about  costs. 
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RECOMMENDATION:  Practice  costs  (expenses  for  nonphysician  inputs) 
should  be  incorporated  into  the  RVS  through  an  additive  formula. 

The  original  formula  used  by  Professor  Hsiao  distorted  relative  values  because  it 
maintained  the  same  ratio  of  the  fee  to  practice  costs  for  each  service  under  the 
resource-based  relative  value  scale  as  under  CPR  payment.  This  led  Hsiao  to 
overestimate  the  impact  of  a  fee  schedule  on  different  specialties.  An  additive 
formula  corrects  this  problem  by  holding  practice  costs  for  a  service  constant  while 
the  fee  changes.  It  also  makes  it  easier  to  integrate  geographic  multipliers  and 
updating  the  conversion  factors  over  time.  The  Commission  has  recalculated  the 
RVS  based  on  the  Hsiao  estimates  of  physician  work  using  an  additive  formula  and 
revised  estimates  of  the  ratio  of  practice  costs  to  total  revenues  by  specialty. 

RECOMMENDATION:  To  the  degree  that  it  is  technically  feasible,  practice 
cost  factors  used  in  the  RVS  should  apply  to  categories  of  services  rather 
than  to  specialties. 

Specialty-specific  practice  cost  factors  do  not  take  account  of  differences  in  the  types 
of  nonphysician  inputs  used  for  different  services.  Since  physicians  in  some 
specialties  provide  an  array  of  services  with  substantially  different  ratios  of  physician 
work  to  practice  costs,  use  of  different  practice  cost  factors  for  different  kinds  of 
services  can  more  accurately  relate  practice  cost  allocations  to  the  inputs  actually 
required.  Further,  the  use  of  specialty-specific  practice  cost  factors  based  on 
historical  data  might  incorporate  differences  in  amenity  levels  induced  by  the 
distortions  in  relative  payments  under  CPR.3 

To  develop  practice  cost  factors  that  apply  to  categories  of  services,  the  Commission 
is  using  data  from  its  own  survey  of  physicians  and  from  other  sources  to  estimate 
practice  costs  for  categories  such  as  office  visits,  office  technical  procedures, 
inpatient  surgery,  etc.  Practice  cost  factors  would  apply  across  all  or  most 
specialties.  Certain  procedures  that  require  very  expensive  specialized  equipment 
will  require  a  unique  practice  cost  factor.4  The  Commission  has  been  working  with 
several  organizations  to  collect  the  data  necessary  to  develop  that  factor. 


3  The  use  of  specialty-level  practice  cost  factors  need  not  require  the  use  of  specialty  differentials. 
The  factor  applied  to  a  service  could  be  a  weighted  average  of  the  factors  for  each  of  the  specialties  that 
provide  the  service. 

4  This  is  relevant  to  certain  diagnostic  and  therapeutic  services  performed  in  a  physician's  office  in 
which  a  combined  payment  is  made  for  professional  and  technical  services.  The  estimate  of  physician 
work  from  the  Hsiao  study  would  be  relevant  only  to  the  professional  component  of  the  fee. 
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RECOMMENDATION:  Costs  of  professional  liability  insurance  should  be 
separated  from  other  practice  costs.  They  can  either  be  integrated  into  the 
RVS  through  a  separate  practice  cost  factor  or  be  reimbursed  directly  to 
physicians. 

Insurance  coverage  for  professional  liability  represents  a  major  component  of 
practice  costs  that  varies  substantially  by  specialty  and  by  geographic  area.  To 
assure  that  the  Medicare  Fee  Schedule  adequately  accounts  for  differences  among 
risk  classes  and  localities,  either  a  separate  practice  cost  factor  should  be  used  or 
Medicare  should  reimburse  physicians  for  a  portion  of  their  malpractice  premium 
determined  by  the  proportion  of  their  services  that  are  delivered  to  Medicare 
beneficiaries.  Under  either  approach,  the  Federal  government  would  have  a  stake 
in  investigating  the  equity  of  premium-setting  practices  and  in  developing  policies 
to  reduce  the  costs  of  malpractice  (both  premium  costs  and  the  costs  of  defensive 
medicine). 

RECOMMENDATION:  The  RVS  should  not  include  an  additional  factor  for 
the  opportunity  costs  of  specialty  training. 

Incorporating  a  factor  for  specialty  training  into  the  RVS,  as  proposed  by  Professor 
Hsiao,  would  in  many  cases  violate  the  principle  that  physicians  should  be  paid  the 
same  when  the  service  is  the  same.  In  other  cases  the  specialty-training  factor  could 
result  in  double  counting  because  services  requiring  additional  specialty  training  tend 
to  be  rated  by  physicians  as  requiring  more  work  per  unit  of  time. 

Coding.  Two  reforms  in  coding  are  required  for  a  relative  value  scale  based  on 
resource  costs.  They  apply  to  evaluation  and  management  services  and  surgical 
global  services. 

RECOMMENDATION:  The  coding  system  for  evaluation  and  management 
(EM)  services  should  be  revised  so  that  visits  are  classified  on  the  basis  of 
time  as  well  as  site  of  service,  type  of  patient,  and  referral  status. 

Physicians  cannot  accurately  use  the  current  codes  for  EM  services  because  the 
levels  of  service  (e.g.,  brief,  intermediate,  comprehensive)  that  differentiate  each 
type  of  visit  (e.g.,  established  patient  office  visit,  initial  consultation)  are  not 
precisely  defined.  Interpretation  varies  not  only  among  individual  physicians,  but 
also  by  specialty  and  by  region.  This  makes  it  difficult  to  assign  accurate  values  to 
current  visit  codes  in  a  relative  value  scale  based  on  resource  costs. 

Analyses  by  the  Commission  and  by  Professor  Hsiao  suggest  that  the  physician's 
time  is  a  good  predictor  of  the  work  involved  in  each  type  of  visit.  The  relationship 
between  time  and  work  is  similar  for  physicians  in  different  specialties  and  in 
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different  parts  of  the  country.  Thus,  incorporating  time  into  the  definitions  of  levels 
of  service  would  allow  more  accurate  relative  values  to  be  assigned  to  these  services 
which  would  help  physicians  use  EM  codes  properly.  Carriers  would  also  have  a 
better  way  of  determining  whether  physicians  are  billing  correctly  for  these  services. 

If  time  were  incorporated  into  the  definitions  of  levels  of  service,  physicians  would 
not  receive  a  uniform  payment  per  hour.  Since  the  Commission's  analysis  suggests 
that  the  relationship  between  work  and  time  varies  depending  on  the  site  of  service, 
type  of  patient  and  referral  status,  physicians  would  receive  different  payment  for 
providing  different  types  of  visits  that  last  the  same  amount  of  time.  The 
Commission's  analysis  also  suggests  that  for  a  particular  visit  type,  the  relationship 
between  total  work  and  patient  contact  time  is  not  proportional,  so  that  those 
physicians  providing  more  visits  per  hour  of  patient  contact  time  would  receive  more 
payment. 

Many  details  need  to  be  resolved  before  time  can  be  incorporated  in  an  EM  coding 
system.  Working  with  the  American  Medical  Association's  CPT  Editorial  Panel,  the 
Commission  plans  to  convene  a  consensus  panel  made  up  of  physicians  from  all 
major  specialties  providing  EM  services  and  including  carrier  representatives  and 
beneficiaries.  The  panel  would  help  design  a  revised  coding  system,  drawing  on  data 
from  the  Commission's  log-diary  visit  survey  and  from  the  Hsiao  study,  and  report 
to  both  the  Commission  and  the  CPT  Editorial  panel. 

RECOMMENDATION:  The  legislative  mandate  to  the  Health  Care 
Financing  Administration  (HCFA)  to  group  evaluation  and  management 
codes  for  payment  purposes  should  be  delayed  until  the  above  mentioned 
reform  of  coding  for  these  services  is  completed. 

The  legislative  mandate  to  "group  codes  for  payment  purposes"  by  January  1,  19905 
is  no  longer  an  appropriate  way  to  proceed.  The  goal  of  this  mandate  is  controlling 
the  misuse  and  abuse  of  the  coding  system  under  the  current  payment  method.  But 
the  Commission's  analysis  indicates  that  this  goal  would  be  better  accomplished  by 
integrating  precise  definitions  for  codes  with  relative  values  that  more  closely 
approximate  relative  resource  costs.  The  Commission  therefore  recommends  that 
this  legislative  mandate  be  delayed  until  coding  reform  is  completed. 

RECOMMENDATION:  Global  payment  for  surgery  should  be  based  on  the 
policy  developed  by  the  Commission  for  defining  which  services  associated 
with  an  operation  are  to  be  included  in  the  payment  for  the  operation.  This 
policy  should  be  adopted  by  all  Medicare  carriers  when  the  Medicare  Fee 
Schedule  is  implemented. 


5  Omnibus  Budget  Reconciliation  Act  of  1986  (P.L.  99-509),  Section  9331  (d)(2). 
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Surgical  services  have  long  been  billed  on  a  global  fee  basis,  which  means  that  the 
operation,  many  perioperative  procedures,  and  EM  services  are  all  included  in  the 
fee.  Medicare  pays  for  surgery  on  a  global  basis,  but  each  carrier  uses  a  different 
definition  of  which  services  are  to  be  included  in  the  global  payment  and  which  are 
to  be  paid  separately.  A  national  RVS  requires  a  uniform  definition  that  is  clear, 
fair,  and  easy  to  administer. 

Through  convening  and  adopting  the  recommendations  of  a  consensus  panel  of 
surgeons  and  carrier  representatives,  the  Commission  has  developed  such  a  global 
fee  policy  (see  Chapter  4).  Under  the  Commission's  policy,  the  global  fee  will 
include  preoperative  hospital  visits  on  the  day  of  surgery  and  the  day  before, 
postoperative  visits  for  90  days  after  the  operation,  and  intraoperative  procedures 
by  the  principal  surgeon  that  are  considered  usual  and  necessary.  Services  to  be 
paid  separately  include  the  surgical  consultation,  nonoperative  procedures  not 
specified  as  included,  and  reoperations  for  complications.  Estimates  from  the  Hsiao 
study  for  relative  work  for  surgical  procedures  will  be  revised  to  reflect  this  uniform 
global  fee  definition.6 

Specialty  Differentials 

RECOMMENDATION:  Specialty  differentials  should  not  be  incorporated 
Into  the  Medicare  Fee  Schedule, 


Specialty  differentials— differences  in  payment  to  physicians  of  different  specialties 
for  the  same  procedure  code-should  be  considered  only  when  the  work  provided  by 
different  specialties  is  substantially  different.  With  the  reform  in  coding  for  EM 
services  described  above,  this  situation  will  become  much  less  common. 

In  some  cases,  physicians  in  different  specialties  provide  different  services  under  the 
same  code,  but  would  receive  the  same  payment  under  the  Medicare  Fee  Schedule, 
because  distinct  codes  that  would  accurately  capture  these  differences  do  not  exist. 
These  legitimate  bases  for  differences  in  payment,  when  substantiated,  should  be 
recognized  by  establishing  new  codes  and  setting  relative  values  to  reflect  differences 
in  resource  costs.  Identifying  such  coding  changes  would  be  part  of  the  process  of 
updating  the  relative  value  scale. 


6  The  definition  used  in  the  Hsiao  study  is  narrower  than  most  carriers'  definitions  today.  The 
Commission's  simulations  included  in  this  report  have  adjusted  for  this.  The  adjustment  reduced  the 
extent  to  which  payments  to  surgeons  would  decrease  under  the  fee  schedule  when  compared  to  estimates 
published  by  Hsiao  and  earlier  ones  from  the  Commission. 
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Specialty-Specific  Relative  Value  Scales 

Medicare  currently  pays  for  the  services  of  anesthesiologists  and  radiologists  on  the 
basis  of  relative  value  scales  specific  to  those  specialties. 

RECOMMENDATION:  The  Medicare  Fee  Schedule  based  on  resource  costs 
should  determine  payment  to  all  physicians,  including  those  currently  paid 
under  specialty-specific  relative  value  scales. 

For  anesthesia  services,  most  carriers  have  long  used  various  versions  of  the 
Relative  Value  Guide  (RVG)  developed  by  the  American  Society  of 
Anesthesiologists.  The  RVG  bases  payment  on  time,  the  difficulty  of  the  operation, 
and  patient  condition.  The  Omnibus  Budget  Reconciliation  Act  of  1987  (P.L.  100- 
203  (OBRA87))  directed  the  Secretary  of  Health  and  Human  Services  to  develop 
a  standard  version  of  the  RVG  for  use  by  all  carriers.  This  policy  has  recently  been 
implemented.7  Since  the  RVG  is  resource-based  and  has  been  in  use  for  some  time, 
the  Commission  will  consider  it  as  an  alternative  to  the  intraspecialty  relative  values 
developed  by  the  Hsiao  study.  The  cross-specialty  linkages  from  the  Hsiao  study 
would  be  used  to  integrate  the  RVG  for  anesthesia  with  the  rest  of  the  RVS. 

Currently,  services  provided  by  radiologists  are  paid  on  the  basis  of  a  fee  schedule 
developed  by  the  Health  Care  Financing  Administration  (HCFA)  in  consultation 
with  the  American  College  of  Radiology.  The  Commission  will  evaluate  whether  the 
relative  value  scale  underlying  this  fee  schedule  improves  upon  the  Hsiao  study's 
intraspecialty  relative  value  scale  in  its  ability  to  reflect  resource  costs.  If  this  should 
be  the  case,  the  Commission  would  integrate  these  relative  values  for  radiology  into 
the  overall  RVS  using  the  linkages  developed  in  the  Hsiao  study. 

Geographic  Multiplier 

The  relative  value  scale  described  above  should  be  applied  uniformly  throughout  the 
nation,  but  the  actual  payment  rates  in  different  localities  need  not  be  uniform. 

RECOMMENDATION:  Payments  under  the  MFS  should  vary  from  one 
geographic  locality  to  another  to  reflect  variation  in  physicians'  costs  of 
practice.  The  cost-of-practice  index  underlying  the  geographic  multiplier 
should  reflect  variation  only  in  the  prices  of  nonphysician  inputs. 

In  response  to  a  mandate  from  Congress,  HCFA  has  sponsored  the  development  of 
an  index  to  estimate  differences  in  practice  costs  physicians  face  in  different 


The  version  currently  used  by  Medicare  does  not  include  the  factor  for  patient  condition. 
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localities.  This  index  is  based  not  on  the  actual  practice  costs  incurred  by  physicians 
practicing  in  different  areas,  but  on  the  prices  that  they  face  for  the  various 
nonphysician  inputs  that  they  use.8 

Physician  time  and  effort  should  be  valued  uniformly  throughout  the  nation.  Thus, 
if  physicians  in  two  regions  of  the  country  provided  the  same  services  to  Medicare 
beneficiaries,  they  would  earn  the  same  net  income  from  those  services. 

The  cost-of-practice  index  developed  for  HCFA  by  the  Urban  Institute  and  the 
Center  for  Health  Economics  Research  measures  variation  in  prices  for  rent  and  for 
salaries  of  nonphysician  employees.9  It  assumes  that  medical  equipment,  medical 
supplies,  and  "other"  items  are  purchased  in  national  markets  and  therefore  the 
index  does  not  reflect  variation  in  their  prices.  The  index  also  includes  a  component 
to  reflect  the  opportunity  cost  of  physician  time  and  effort.  It  is  measured  by 
earnings  of  employed  professionals.  Under  the  Commission's  recommendation,  this 
component  would  have  a  constant  value  assigned  to  it. 

Price  indexes,  such  as  the  one  described  above,  may  not  accurately  reflect  costs  of 
practice  in  rural  areas.  Rural  physicians  may  face  higher  prices  for  equipment 
maintenance,  for  example,  an  item  assumed  to  have  uniform  costs.  In  addition, 
rural  practices  may  have  some  diseconomies  from  fewer  opportunities  to  purchase 
rather  than  provide  support  services.  The  Commission  has  collected  data  on  costs 
of  rural  practice  and  will  analyze  them  to  determine  if  an  additional  adjustment  for 
rural  practice  is  called  for. 

RECOMMENDATION:  As  part  of  the  Medicare  Fee  Schedule,  a  uniform 
policy  on  the  delineation  of  charge  localities  is  needed. 

The  geographic  multiplier  would  require  the  drawing  of  a  new  set  of  boundaries  for 
charge  localities.  At  present,  each  carrier  has  the  discretion  to  draw  locality 
boundaries  within  its  area  of  responsibility,  and  carriers  use  very  different  principles 
to  identify  charge  localities.  In  conjunction  with  HCFA  and  its  carriers,  the 
Commission  plans  to  develop  a  uniform  policy.  This  policy  will  be  flexible  enough 


By  focusing  on  prices  faced,  differences  in  amenity  levels  from  one  locality  to  the  next  would  not 
affect  the  index.  For  example,  if  physicians  in  one  area  tend  to  have  large  offices  in  luxury  buildings  and 
those  in  another  area  have  small  offices  in  more  modest  surroundings,  the  index,  rent  per  square  foot  of 
a  standardized  grade  of  space,  would  not  reflect  this  behavior. 

The  index  is  being  developed  by  the  Urban  Institute  and  the  Center  for  Health  Economics  Research. 
While  not  yet  complete,  the  Commission  has  used  a  preliminary  version  in  its  simulations  and  anticipates 
that  a  refined  version  will  be  available  for  implementation  of  the  Medicare  Fee  Schedule. 

9  The  index  also  measures  variation  in  premiums  for  professional  liability  insurance,  but  this  will  be 
reflected  in  the  separate  practice  cost  factor  described  above. 
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for  carriers  to  suggest  to  HCFA  adjustments  that  would  better  reflect  unique  local 
circumstances. 

Assignment  and  Balance/Extra  Billing 

Enactment  of  a  Medicare  Fee  Schedule  requires  a  policy  decision  concerning 
assignment  and  balance  billing.  The  current  maximum  allowable  actual  charge 
(MAAC)  limits  would  no  longer  fulfill  their  purpose  under  a  fee  schedule.  Given 
all  of  the  changes  in  payments  resulting  from  the  Medicare  Fee  Schedule,  a 
limitation  based  on  what  physicians  charged  for  a  service  in  the  second  quarter  of 
1984  would  no  longer  be  appropriate. 

RECOMMENDATION:  Charges  for  unassigned  claims  should  be  limited  to 
a  fixed  percentage  of  the  fee  schedule  amount.  This  policy  would  replace  the 
existing  MAAC  limits.  The  Commission  does  not  have  a  recommendation 
for  the  specific  percentage  to  be  used. 

The  Commission  advocates  limits  on  charges  for  the  same  reason  that  it  advocates 
a  fee  schedule  based  primarily  on  resource  costs.  The  reason  is  that  the  market  for 
physicians'  services  does  not  function  well  enough  to  provide  financial  protection  for 
Medicare  beneficiaries.  The  PPRC  Survey  of  Beneficiaries  found  that  balance  bills 
fall  on  low-income  beneficiaries  as  well  as  those  better  able  to  pay  them.  On  the 
other  hand,  the  Commission  does  not  recommend  mandatory  assignment  at  this 
time.  Mandatory  assignment  would  be  unacceptable  to  many  physicians  and 
inconsistent  with  the  Commission's  goal  of  orderly  change.10 

There  are  two  precedents  in  OBRA87  for  limits  on  charges.  Charges  for  the 
services  of  radiologists  were  limited  to  125  percent  of  the  amount  specified  for  a 
service  by  the  radiology  fee  schedule  in  1989,  120  percent  in  1990,  and  1 15  percent 
after  1990.  The  other  precedent  involves  physician  charges  for  overpriced 
procedures  for  which  the  prevailing  charge  was  reduced.  These  charges  were  limited 
to  125  percent  of  the  new  prevailing  charge  plus  one  half  of  the  difference  between 
the  allowed  charge  and  the  MAAC  in  1988,  and  to  125  percent  of  the  reduced 
prevailing  charge  thereafter. 

The  Commission  has  simulated  the  effects  of  charge  limits  ranging  from  110  percent 
to  140  percent  of  the  fee  schedule  amount.  Under  an  assumption  that  physicians 
do  not  change  their  behavior  concerning  assignment  and  submitted  charges  and  that 
the  mix  and  volume  of  services  do  not  change,  Table  1  shows  the  effects  of  charge 
limits  on  both  aggregate  balance  billing  and  on  the  size  distribution  of  balance  bills 
incurred  by  beneficiaries. 


See  the  minority  statement  of  Commissioners  Butler,  Guildroy,  Hornbrook,  and  Wright  in  support 
of  mandatory  assignment,  which  appears  at  the  end  of  Chapter  7. 
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RECOMMENDATION:  Balance  billing  should  not  be  permitted  for  any 
Medicare  beneficiary  whose  cost  sharing  is  paid  by  Medicaid. 

This  recommendation  requires  clarification  of  a  provision  in  the  Medicare 
Catastrophic  Coverage  Act  of  1988  (P.L.  100-360).  Under  this  provision  state 
Medicaid  programs  must  pay  Medicare  cost  sharing  for  beneficiaries  seeking  this 
assistance  who  are  not  otherwise  eligible  for  Medicaid,  but  who  have  incomes  below 
the  federal  poverty  level.  The  current  legislation  covers  Medicaid  payment  of 
deductibles,  premiums  and  coinsurance,  but  does  not  require  physicians  to  accept 
the  Medicare  allowed  charge  as  payment  in  full,  as  they  do  for  other  Medicare 
beneficiaries  covered  by  Medicaid.  Since  the  Commission  views  these  persons  as 
Medicaid  beneficiaries,  the  policy  on  balance  billing  that  applies  to  all  dual  eligibles 
should  apply  to  them. 

In  principle,  the  Commission  believes  that  assignment  should  be  required  in 
situations  where  the  beneficiary  has  no  meaningful  choice  of  provider.  However,  the 
Commission  is  not  yet  able  to  clearly  delineate  those  services  for  which  patients 
rarely  have  a  meaningful  choice  of  provider.  Therefore,  the  Commission  is  not 
prepared  to  issue  a  specific  recommendation  on  this  at  the  present  time.  In  the 
future,  the  Commission  will  assess  the  feasibility  of  identifying  services  for  which 
patients  rarely  have  a  meaningful  choice  of  physician.  The  Commission  will  also  be 
examining  the  burden  of  coinsurance  and  balance  billing  for  medically  or  financially 
vulnerable  beneficiaries. 


RECOMMENDATION:  The  Participating  Physician  and  Supplier  Program 
(PAR)  and  its  payment  differential  providing  higher  fees  to  participating 
physicians  should  be  continued  under  the  Medicare  Fee  Schedule. 

The  PAR  program  appears  to  have  increased  the  assignment  rate  through  its  5 
percent  payment  differential,  by  facilitating  beneficiary  efforts  to  identify  physicians 
who  will  accept  assignment,  and  by  freeing  physicians  from  restrictions  associated 
with  unassigned  claims.  The  Commission  supports  the  efforts  made  to  encourage 
physicians  to  accept  assignment,  but  the  PAR  program  would  be  more  effective  if 
greater  efforts  also  were  made  to  encourage  beneficiaries  to  use  it. 

Conversion  Factor 

The  conversion  factor  transforms  the  RVS  into  a  schedule  of  dollar  payments. 

RECOMMENDATION:  The  Medicare  Fee  Schedule  is  a  fundamental 
payment  reform.  Decisions  on  payment  updates  should  be  made 
independently  of  this  basic  reform. 
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The  Commission  has  assumed  that  the  initial  conversion  factor  would  be  set  at  a 
level  so  that  Medicare  outlays  projected  under  the  fee  schedule  would  equal  those 
projected  under  the  current  payment  system.  This  "budget-neutral"  conversion  factor 
for  the  initial  year  would  separate  the  fundamental  reform  embodied  in  the  MFS 
from  issues  such  as  the  resources  available  for  medical  care  for  the  elderly  and  the 
appropriate  level  of  payment  to  physicians.  These  aggregate  concerns  would  be 
addressed  separately,  through  an  update  to  prevailing  charges  for  all  services.  With 
this  aggregate  update  in  place,  fees  for  each  service  under  the  MFS  would  be 
established  using  a  budget-neutral  conversion  factor.  Updates  in  the  conversion 
factor  would  be  based  on  expenditure  targets  (see  below). 

Impact  on  Beneficiaries,  Physicians  and  Other  Payers 

The  Commission  has  constructed  simulations  to  project  the  impact  of  the  Medicare 
Fee  Schedule  on  physicians  and  beneficiaries.  Because  of  limited  experience  with 
policies  changing  the  pattern  of  relative  payments  for  physicians'  services,  the 
simulations  do  not  incorporate  assumptions  concerning  changes  in  utilization  of 
services  or  decisions  to  accept  assignment.  The  simulations  have  incorporated  the 
following  specifications: 

o  Hsiao  estimates  of  relative  work  when  available;11 

o  a  uniform  global  service  definition  for  surgery; 

o  an  additive  formula  to  incorporate  practice  costs  into  the  RVS;12 

o  no  adjustment  for  the  opportunity  costs  of  specialty  training; 

o         a  geographic  multiplier  reflecting  variation  in  prices  of  nonphysician 
inputs  only; 

o         charge  locality  boundaries  conforming  to  metropolitan  statistical  areas 
(MSAs)  and  the  nonmetropolitan  area  of  each  state; 


11  The  Hsiao  study  provided  relative  work  values  for  approximately  1400  services  and  procedures.  The 
Commission  staff  used  extrapolation  techniques  similar  to  those  developed  by  Hsiao  to  estimate  a  relative 
value  for  many  of  the  remaining  codes  for  physician  services. 

12  Since  a  practice  cost  methodology  for  category  of  service  has  not  yet  been  completed,  the 
simulations  incorporate  a  specialty-specific  approach.  The  practice  cost  factors  have  been  revised  from 
those  originally  used  by  the  Hsiao  team,  however. 
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o  Medicare  payment  at  the  fee  schedule  amount  regardless  of 
physicians'  submitted  charges;  a  limit  on  physician  charges  at  a  fixed 
percentage  of  the  fee  schedule  amount.13 

For  individual  services,  most  changes  in  payments  would  be  between  a  30  percent 
decrease  and  a  34  percent  increase  (Table  2).  Fees  for  evaluation  and  management 
services,  such  as  office  visits  and  hospital  visits,  would  increase  by  an  average  of  28 
percent  and  fees  for  surgical  procedures  would  decrease  by  an  average  of  17 
percent. 

The  sum  of  coinsurance  and  balance  billing  would  decline  for  most-perhaps  three- 
quarters--of  beneficiaries  (Table  3).  Only  11  percent  would  have  increases  in  excess 
of  $10.  While  changes  in  coinsurance  would  be  slight  for  all  categories  of 
beneficiaries  (with  no  net  impact  on  beneficiaries  as  a  whole),  balance  bills  would 
decline  for  all  categories  (Table  4).  The  simulation  projects  a  65  percent  ($32) 
decline  in  balance  billing  liabilities  for  the  average  beneficiary.  When  changes  in 
behavior  regarding  assignment  are  taken  into  account,  the  decline  will  likely  be 
somewhat  smaller.14 

The  fee  schedule  with  a  charge  limit  would  reduce  the  number  of  beneficiaries  who 
incur  large  amounts  of  balance  bills  in  a  year  (Table  1).  With  a  120  percent  charge 
limit,  the  proportion  of  beneficiaries  with  balance  bills  exceeding  $500  in  a  year 
would  decline  from  4  percent  to  1  percent.  Even  with  much  higher  balance  billing 
limits,  far  fewer  beneficiaries  would  face  large  balance  bills  than  under  the  current 
system. 

Medicare  payments  would  increase  substantially  for  family  physicians  and  internists 
and  decrease  substantially  for  thoracic  surgeons,  ophthalmologists,  and  radiologists 
(Table  5).  Some  surgical  specialties,  such  as  urology,  otolaryngology,  and 
orthopedics,  would  have  small  net  changes,  with  increased  fees  for  evaluation  and 
management  services  roughly  offsetting  declines  in  fees  for  surgical  procedures. 
While  aggregate  payments  to  physicians  from  Medicare  would  be  the  same,  revenues 
from  treating  Medicare  patients  would  decline  as  a  result  of  the  balance  billing 
limits.  With  a  120  percent  limit,  revenues  would  decline  by  approximately  6  percent. 

The  Medicare  Fee  Schedule  would  change  the  distribution  of  payments  among 
geographic  areas  (Table  6).  Using  a  geographic  multiplier  that  reflects  overhead 
costs  only,  payments  to  physicians  in  rural  areas  would  increase  by  14  percent. 


Since  the  Commission  did  not  recommend  a  specific  percentage  limit,  it  simulated  the  effects  of  a 
range  of  limits,  from  110  to  140  percent  of  the  fee  schedule  amount.  Unless  otherwise  indicated,  the 
results  presented  in  this  summary  chapter  used  a  120  percent  limit. 

14  The  model  assumed  that  physician  behavior  concerning  assignment  would  not  change  and  that  for 
unassigned  claims,  submitted  charges  would  be  the  same.  Some  alternative  assumptions  would  suggest 
a  smaller  reduction  in  balance  billing. 
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Those  to  physicians  in  very  large  metropolitan  areas  would  decrease  by  14  percent. 
Payment  changes  in  other  categories  of  metropolitan  areas  would  be  small.  The 
magnitude  of  payment  variation  from  one  locality  to  another  would  be  substantially 
less  than  under  current  policies. 

The  impact  of  the  Medicare  Fee  Schedule  on  other  payers  is  uncertain.  Those 
private  payers  that  purchase  services  from  a  subset  of  physicians  (for  example, 
HMOs  and  PPOs)  might  find  the  relative  values  adopted  by  Medicare  to  be  a  useful 
guide  for  determining  payment.  Those  that  negotiate  with  physicians  might 
experience  pressure  to  raise  payments  for  evaluation  and  management  services  and 
opportunities  to  lower  payments  for  surgery.  Some  suspect  that  physicians  will  raise 
or  lower  charges  to  private  patients  in  order  to  offset  revenue  changes  from 
Medicare  patients,  or  even  change  rates  of  service  prescribing,  but  the  research 
literature  is  not  conclusive  concerning  "cost  shifting"  for  physician  services. 

Some  Medicaid  programs  explicitly  tie  their  physician  payments  to  Medicare 
payments.  Many  of  these  will  change  their  payment  methods  to  reflect  the 
Medicare  fee  schedule.  Those  Medicaid  programs  that  use  fee  schedules  in  which 
the  relative  value  scales  are  charge  based  could  substitute  the  Medicare  RVS.  But 
the  problem  of  unrealistically  low  physician  payments  in  many  of  these  programs 
could  very  well  continue.  The  Commission  will  examine  this  issue  in  greater  detail 
during  the  coming  year. 

Transition 

A  transition  period  is  needed  to  give  physicians  and  beneficiaries  time  to  adjust.  It 
would  permit  some  of  the  advantages  of  the  Medicare  Fee  Schedule  to  be  gained 
before  the  definitive  version  of  it  is  available,  would  allow  for  midcourse  corrections, 
and  would  increase  the  chances  that  private  payers  will  change  their  policies  as 
Medicare  changes  are  being  implemented.  The  transition  should  begin  soon,  but 
with  relatively  modest  initial  changes  in  payment;  it  should  use  improved  data  as 
they  become  available,  and  should  avoid  disruptions  or  increases  in  Medicare's 
administrative  burdens. 


RECOMMENDATION:  A  transitional  stage  should  begin  in  1990,  with 
implementation  of  the  full  Medicare  Fee  Schedule  planned  for  1992. 

In  one  plan  that  would  meet  these  objectives,  this  transitional  stage  would  initially 
retain  customary  and  prevailing  charge  screens.  For  each  charge  locality,  a 
projected  fee  schedule  amount  would  be  calculated  for  each  of  the  350  services  and 
procedures  that  account  for  the  largest  dollar  volume  of  Medicare  claims.15  For 


The  350  services  and  procedures  would  account  for  approximately  80  percent  of  Medicare  payments 
to  physicians. 
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each  service/locality  combination,  the  percentage  difference  between  the  fee 
schedule  amount  and  the  average  allowed  charge  under  current  policy  would  be 
calculated.  In  the  case  of  EM  services,  however,  where  accurate  relative  values  for 
particular  codes  will  not  be  available  until  coding  is  reformed,  the  calculation  of 
percentage  differences  would  be  for  categories  of  service,  such  as  office  visits  and 
hospital  visits. 

For  the  first  year  of  the  transitional  stage,  the  prevailing  charge  for  each  service 
would  be  changed  by  one-fifth  of  this  percentage  difference.  Thus,  for  example,  if 
office  visits  are  to  increase  by  28  percent  under  the  Medicare  Fee  Schedule,  the 
prevailing  charge  for  each  visit  code  would  increase  by  about  6  percent  during  this 
first  year.  For  the  second  year  of  the  transitional  stage,  the  Medicare  Fee  Schedule 
would  be  revised  to  reflect  all  of  the  additional  relevant  data  expected  to  be 
available.  Prevailing  charges  would  be  adjusted  by  an  additional  one-fourth. 

Under  an  alternative  for  the  second  stage,  payments  could  be  a  blend  between  each 
physician's  average  allowed  amount  for  the  service  in  1990  and  the  projected 
Medicare  Fee  Schedule  amount.  This  alternative  would  permit  elimination  of 
prevailing  and  customary  charge  screens  during  the  second  year  and  incorporation 
of  new  boundaries  for  localities. 

Implementation  of  the  transitional  stage  would  begin  about  six  to  nine  months  after 
enactment  of  the  legislation.  After  two  years  of  experience,  the  full  Medicare  Fee 
Schedule  would  be  implemented.  At  this  point,  coding  reforms  would  be 
implemented.  The  Commission  staff  will  hold  discussions  with  the  policy  and 
operations  staffs  of  HCFA  to  revise  the  details  of  this  transition  plan. 

Monitoring  Access 

The  Commission  expects  that  on  the  whole,  the  Medicare  Fee  Schedule  will  improve 
the  quality  of  care  and  will  increase  access  by  beneficiaries.  But  the  fee  schedule 
may  set  the  payments  for  particular  procedures  and  particular  localities  too  high  or 
too  low,  and  we  cannot  accurately  predict  how  physicians  and  beneficiaries  will 
respond  to  changes  in  relative  payments. 

RECOMMENDATION:  The  Medicare  program  should  devote  greater  efforts 
to  monitoring  access  to  care  and  the  degree  of  financial  burden  experienced 
by  beneficiaries. 

While  some  of  the  information  needed  to  monitor  access  can  be  derived  from  claims 
files,  additional  access  indicators  will  be  necessary  for  a  thorough  assessment.  The 
Commission  thus  recommends  the  judicious  use  of  survey  data  to  examine 
beneficiaries'  satisfaction  with  their  care,  their  self-perceived  health  status,  other 
measures  of  access,  and  the  degree  of  financial  burden  from  out-of-pocket  expenses. 
The  Commission  supports  HCFA's  efforts  to  develop  an  ongoing  survey  mechanism 
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to  gather  detailed  information  on  beneficiaries'  use  of  service,  out-of-pocket 
expenditures  and  other  items.  It  recommends  that  full  support  be  provided  for 
implementing  the  proposed  Current  Beneficiary  Survey. 

RECOMMENDATION:  Information  gathered  on  access  to  care  should  be 
integrated  into  the  annual  update  process. 

For  example,  evidence  of  limitations  in  access  to  a  service  or  category  of  service 
could  be  one  consideration  for  a  revision  in  the  payments  for  those  services.  Or 
evidence  of  limitations  in  a  geographic  area  could  lead  to  a  revision  in  the 
geographic  multiplier.  Finally,  evidence  on  access  by  the  Medicare  population  as  a 
whole  could  be  relevant  to  the  update  of  the  conversion  factor. 

Update  Process 

A  fee  schedule  is  not  a  static  policy.  It  must  be  revised  to  reflect  changes  in 
physician  practice,  beneficiary  access,  and  the  utilization  of  services. 

Updating  the  fee  schedule  involves  decisions  on  setting  the  conversion  factor  and 
revising  the  relative  payments.  Decisions  on  the  conversion  factor  are  likely  to 
reflect  a  blend  of  factual  data  and  budget  or  other  policy  considerations.  Updating 
the  relative  payments  encompasses  the  more  technical  issues  involved  in  adjusting 
relative  values  for  individual  procedures  and  valuing  new  procedures,  refining  the 
coding  system,  and  modifying  geographic  multipliers. 

The  Commission  has  studied  the  experience  in  updating  fee  schedules  in  Canada, 
France  and  West  Germany  and  has  concluded  that  no  single  approach  used 
elsewhere  can  be  applied  in  the  United  States.  It  has  also  considered  four  processes 
that  might  be  used  to  update  the  fee  schedule,  including  a  formula  approach,  the 
regulatory  rule  making  process,  use  of  an  independent  commission,  and  direct 
negotiation.  It  concluded  that  a  process  combining  elements  of  each  is  most 
compatible  with  American  political  and  administrative  traditions. 

RECOMMENDATION:  The  process  used  to  develop  the  fee  schedule 
proposal--in  which  the  Physician  Payment  Review  Commission  seeks  the 
input  of  organizations  representing  physicians,  beneficiaries,  and  other 
affected  parties  and  develops  recommendations  to  the  Congress-should  be 
used  for  updating  the  fee  schedule  as  well. 

That  process  has  been  successful  in  accomplishing  the  technical  and  policy 
development  tasks  required,  as  well  as  providing  substantial  opportunity  for 
organizations  representing  physicians,  beneficiaries  and  others  affected  by  the  policy 
to  participate  in  the  decision-making. 
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Under  this  process,  Congress  would  set  policy  regarding  updates  in  the  conversion 
factor,  changes  in  relative  values  and  adjustments  to  the  fee  schedule.  The 
Commission  would  continue  to  provide  the  Congress  with  necessary  data,  analysis 
and  policy  advice  each  year  for  its  update  decisions.  Groups  representing 
physicians,  beneficiaries  and  others  would  participate  in  both  technical  refinements 
and  major  policy  decisions,  with  the  Commission  providing  the  principal  forum  for 
their  input.  HCFA  would  continue  as  the  principal  implementing  agency,  carrying 
out  congressionally  defined  policies  through  its  administrative  and  rulemaking 
processes.  Both  the  Commission  and  HCFA  would  monitor  implementation  of  the 
fee  schedule  and  conduct  technical  analyses  needed  for  policy  decisions. 

EXPENDITURE  TARGETS 

The  rapid  rate  of  growth  in  spending  for  physicians'  services  in  Medicare  has 
diverted  public  resources  from  other  federal  priorities  and  diverted  beneficiary 
resources  that  pay  for  premiums  and  coinsurance  from  other  needs.  As  Medicare 
accounts  for  a  larger  portion  of  federal  outlays  and  beneficiary  spending, 
continuation  of  these  trends  would  require  much  larger  sacrifices  than  in  the  past. 
In  order  to  meet  this  pressing  need  to  slow  growth  in  expenditures,  the  Commission 
has  developed  a  proposal  under  which  annual  increases  in  the  conversion  factor 
under  the  Medicare  Fee  Schedule  are  based  on  a  comparison  of  increases  in 
spending  per  enrollee  with  a  target  rate  of  increase. 

RECOMMENDATION:  The  conversion  factor  should  be  updated  annually 
through  an  expenditure  target  formula,  so  that  the  rate  of  increase  of 
Medicare  expenditures  per  enrollee  determines  in  part  the  size  of  the 
conversion  factor  update. 

In  contrast  to  budget  policy  in  recent  years  that  has  concentrated  on  reducing  price, 
expenditure  targets  would  provide  an  opportunity  for  physicians  to  help  the  program 
achieve  its  cost  containment  objectives  through  actions  to  slow  the  increase  in 
utilization  of  services.  A  collective  incentive  would  be  given  to  the  medical 
community  to  reduce  services  of  little  or  no  benefit  to  patients.  While  not  providing 
direct  incentives  to  individual  practitioners,  such  a  policy  would  encourage  the 
leadership  of  medicine  to  become  more  active  in  the  support  of  activities  to  better 
inform  physicians  of  the  medical  benefits  and  risks  of  procedures  and  to  play  a  more 
active  and  constructive  role  in  peer  review  activities.  Expenditure  targets  would 
both  send  a  message  about  the  need  to  slow  the  rate  of  increase  in  program  and 
beneficiary  outlays  and  provide  physicians  with  constructive  ways  to  respond. 
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The  target  would  reflect  increases  in  a  reformulated  Medicare  Economic  Index 
(MEI)16,  growth  and  aging  of  the  enrollee  population,  and  a  decision  concerning  the 
degree  to  which  expenditure  growth  should  exceed  these  factors.  This  decision 
would  reflect  tradeoffs  between  beneficiary  needs,  technological  advances  and 
affordability  to  beneficiaries  and  taxpayers. 

If  actual  expenditures  during  a  year  equalled  targeted  expenditures,  then  the 
conversion  factor  update  for  the  following  year  would  be  equal  to  the  increase  in  the 
MEI.  The  update  would  be  increased  or  decreased  to  reflect  differences  between 
actual  and  targeted  expenditure  increases. 

As  an  example,  assume  that  the  MEI  will  increase  by  4  percent,  enrollment  and 
aging  will  increase  expenditures  by  2  percent,  and  volume  of  services  is  projected  to 
increase  by  7  percent  per  (age-adjusted)  enrollee.  This  would  lead  to  a  13  percent 
increase  in  expenditures  from  the  base  year.  Now  assume  that  a  target  of  11 
percent  per  year  for  two  years-2  percentage  points  less  than  the  projection-is 
chosen.  Thus  growth  of  billed  services  per  enrollee  would  have  to  slow  to  5  percent 
for  physicians  to  receive  an  update  equal  to  the  MEI  for  the  following  year. 

If  actual  expenditures  rise  13  percent,  then  the  conversion  factor  update  for  the 
following  year  would  be  2  percent  (the  4  percent  increase  in  the  MEI  less  the  2 
percent  by  which  the  target  was  exceeded).  If  actual  expenditures  rise  only  9 
percent,  then  the  conversion  factor  update  would  be  6  percent  (the  MEI  increase 
of  4  percent  plus  the  2  percent  by  which  expenditures  fell  short  of  the  target).  In 
either  case,  the  second  year's  target  would  be  1 1 1  percent  of  the  first  year's  target 
level  of  expenditures  (or  123  percent  of  expenditures  in  the  base  year). 

Alternatively,  the  target  could  be  set  further  below  the  projected  rate  of  increase  in 
expenditures-for  example  at  8  percent.  This  would  hold  growth  in  Medicare 
physician  outlays  much  closer  to  increases  in  the  gross  national  product.  The 
probability  that  smaller  conversion  factor  updates  would  play  a  larger  role  in 
bridging  the  gap  between  the  projected  and  targeted  rates  of  growth  of  expenditures 
would  be  increased,  however. 

RECOMMENDATION:  The  expenditure  target  should  apply  initially  to  all 
physicians'  services17  nationally.  The  policy  is  expected  to  evolve,  leading  to 
incorporation  of  a  broader  range  of  services  and  to  multiple  targets  for 
regions  and/or  categories  of  physicians'  services. 


The  MEI  attempts  to  measure  annual  increases  in  physicians'  costs  of  practice.  It  includes  a 
component  for  the  opportunity  cost  of  the  physician's  time  and  effort,  as  well  as  components  for  the  prices 
of  nonphysician  inputs. 

17  Laboratory  services,  whether  provided  in  the  physician's  office  or  in  an  outside  laboratory,  would 
be  included  in  the  targets  along  with  physician  services,  but  the  subsequent  conversion  factor  adjustment 
would  apply  only  to  physicians'  services. 
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Over  time,  the  scope  of  expenditure  targets  could  be  broadened  to  include  other 
Part  B  services  that  are  ordered  by  physicians  and  the  rate  of  hospital  admissions. 
A  broader  scope  would  give  physicians  additional  options  to  slow  expenditure 
growth.  Targets  could  be  established  for  states,  carrier  areas,  or  metropolitan  areas. 
These  areas  conform  more  to  the  Medicare  infrastructure  of  carriers,  intermediaries, 
and  PROs  and  the  medical  profession's  infrastructure  of  state  and  county  medical 
societies  and  chapters  of  specialty  societies.  With  regional  targets,  physicians  might 
feel  that  they  could  work  through  their  local  organizations  to  meet  state  or 
metropolitan  targets,  while  national  targets  would  encompass  too  many  aspects  of 
care  beyond  their  control.  In  addition,  targets  could  be  developed  for  categories  of 
medical  services.  While  the  Commission  recommends  starting  with  a  relatively 
simple  program,  it  has  already  studied  several  of  these  options  extensively  and  will 
continue  to  do  so. 

Expenditure  targets  would  not  directly  alter  the  financial  incentives  for  individual 
physicians  and  their  patients.  Rather,  they  would  affect  the  physician  community 
as  a  whole.  The  profession  and  its  leadership  could  respond  through  education  and 
support  of  the  existing  infrastructure  of  medical  review.  For  example,  the  AMA  and 
national  specialty  societies  could  develop  practice  guidelines  and  disseminate  them. 
They  could  provide  technical  assistance  to  carriers  and  PROs  in  the  development 
of  criteria  for  review  and  political  support  for  sanctions  of  physicians  who  persisted 
in  providing  care  that  is  inappropriate  and  does  not  meet  standards  of  quality.  In 
order  to  allow  time  to  develop  the  necessary  infrastructure  to  control  costs,  the 
Commission  suggests  a  cautious  approach  to  setting  target  rates  of  increase  for  the 
first  few  years. 

In  order  to  enable  the  physician  community  to  develop  as  effective  a  response  as 
possible,  changes  in  antitrust  and  tort  law  may  be  necessary.  While  carriers  and 
PROs  have  immunity  from  antitrust  violations  when  pursuing  their  assigned  tasks, 
medical  associations  and  hospital  medical  staffs  may  be  limited  in  their  activities 
directed  at  physicians  whose  quality  of  care  does  not  meet  recognized  standards  or 
who  perform  unnecessary  services.  The  Commission  plans  to  examine  the  impact 
of  antitrust  barriers  on  medical  organizations  in  order  to  discern  whether  limited 
immunity  would  be  advisable. 

Fear  of  malpractice  suits  may  inhibit  change  by  encouraging  physicians  to  continue 
prescribing  services  that  have  only  marginal  benefit.  Roughly  6  percent  of  the  cost 
of  physician  services  now  goes  to  pay  professional  liability  insurance  premiums,  and 
that  does  not  include  the  cost  of  defensive  medicine.  If  the  nation  wants  physicians 
to  heed  the  urgings  of  the  payers  and  their  peers  to  practice  more  efficiently,  it 
needs  to  concern  itself  with  the  magnitude  of  the  malpractice  risks  that  physicians 
face.  The  Commission  plans  to  examine  the  medical  malpractice  issue  and  to  make 
recommendations  concerning  possible  federal  legislation. 
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EFFECTIVENESS  RESEARCH  AND  PRACTICE  GUIDELINES 


Knowledge  of  the  effectiveness  and  appropriateness  of  medical  practices  and 
procedures  can  be  increased  through  clinical  and  health  services  research.  More 
research  is  clearly  needed  to  determine  the  medical  outcomes  and  costs  of  clinical 
alternatives  and  their  effect  on  medical  outcomes  and  the  delivery  of  care.  This 
work  would  include  clinical  trials,  epidemiological  studies  using  data  generated  by 
clinical  practice,  analysis  of  the  cost  effectiveness  of  alternative  ways  to  organize 
care,  and  assessment  of  techniques  used  in  managed  care  to  influence  physicians' 
clinical  decisions. 

Practice  guidelines  synthesize  the  best  we  know  from  research  and  the  judgments 
of  practicing  physicians  into  a  form  that  can  be  readily  used.  These  guidelines 
should  be  incorporated  into  physicians'  practices  and  made  available  to  patients. 
They  should  also  provide  the  basis  for  coverage,  payment,  and  medical  review 
criteria  developed  by  hospital  medical  staffs,  PROs,  intermediaries,  and  carriers. 

RECOMMENDATION:  The  Federal  government  should  support 
effectiveness  research  and  practice  guidelines  through  increased  funding, 
coordination,  and  evaluation. 

Several  hundred  million  dollars  per  year  should  be  provided  for  clinical  research  and 
technology  assessment.  Tens  of  millions  per  year  are  needed  for  development, 
dissemination,  implementation,  evaluation,  and  revision  of  practice  guidelines  and 
review  criteria.  These  sums  are  small  when  compared  to  funds  spent  on  research 
to  develop  new  medical  technologies;  they  are  a  tiny  fraction  of  the  $500  billion 
spent  on  health  care.  The  medical  profession  would  be  expected  to  continue  its 
support  for  this  important  research  through  contributions  of  funds  and  of  physician 
time  and  expertise. 

For  effectiveness  research,  Congress  could  continue  to  use  existing  federal  agencies 
to  conduct  intramural  and  sponsor  extramural  research.  Alternatively,  it  could 
suggest  that  a  new  entity  in  the  Department  of  Health  and  Human  Services  be 
created  for  this  purpose. 

RECOMMENDATION:  For  practice  guidelines,  federal  funds  should  be 
used  to  support  and  build  on  initiatives  by  the  medical  profession  and  others 
in  the  private  sector. 

Federal  funding  would  be  accompanied  by  federal  oversight  to  insure  the  integrity 
of  the  process,  including  the  quality  of  the  methods  used,  and  the  validity  of  the 
resulting  guidelines.  This  oversight  could  also  bring  an  element  of  coordination  to 
the  now-fragmented  activities  in  the  private  sector  by  facilitating  efforts  to  share 
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information,  identify  issues  and  set  priorities.  The  federal  government  should 
evaluate  the  processes  by  which  guidelines  are  disseminated  to  practicing  physicians 
and  the  effects  of  guidelines  on  clinical  practice. 

The  federal  government  also  has  a  role  as  administrator  of  Medicare.  HCFA  should 
reinforce  the  importance  of  basing  medical  review  on  sound  criteria  by  assisting 
PROs  and  carriers  in  choosing  such  criteria  consistent  with  practice  guidelines.  It 
should  provide  the  carriers  and  PROs  with  funding  to  help  in  dissemination.  It 
should  evaluate  the  effects  of  practice  guidelines  on  the  outcomes  of  utilization  and 
quality  review  activities  in  Medicare. 

UTILIZATION  AND  QUALITY  REVIEW 

Medicare  utilization  and  quality  review  programs  should  ensure  that  the  medical 
care  provided  to  beneficiaries  is  necessary  and  appropriate,  is  provided  in  a  cost 
effective  manner,  and  meets  recognized  standards  of  quality.  But  Medicare  review 
programs,  like  those  of  other  payers,  were  originally  designed  to  focus  on  individual 
insurance  claims,  not  to  provide  for  the  effective  management  of  the  complete  range 
of  medical  services  beneficiaries  receive. 

If  utilization  and  quality  review  are  to  be  effective  tools  in  improving  the  quality  and 
efficiency  of  care  and  controlling  the  growth  in  Medicare  expenditures,  the  Medicare 
program  will  have  to  create  a  comprehensive  medical  review  system  that  looks 
across  individual  services  to  complete  episodes  of  care  and  systematically  integrates 
information  drawn  from  claims  data  and  medical  records,  analysis  of  practice 
variations,  and  profiles  of  physician  practice.  To  take  on  these  responsibilities, 
carriers  and  PROs  will  need  time  and  additional  resources.  They  will  also  require 
more  administrative  flexibility  and  the  cooperation  of  the  medical  community. 

RECOMMENDATION:  The  Commission  supports  HCFA's  current  efforts 
to  move  toward  a  more  comprehensive  approach  to  medical  review  and  calls 
for  further  actions  to  strengthen  the  review  process.  It  has  a  number  of 
specific  recommendations  to  structure  and  focus  this  transition. 

First,  HCFA  should  establish  procedures  to  encourage  input  from  carriers  and 
PROs  in  designing  criteria  used  in  utilization  and  quality  review,  in  developing 
physician  profiling  activities,  and  in  the  investigating  physicians  suspected  of 
providing  inappropriate  or  substandard  care  or  billing  inappropriately. 

Second,  HCFA,  carriers,  and  PROs  must  work  together  to  delineate  the  future  roles 
of  PROs  in  the  review  of  care  provided  by  physicians  in  office  settings.  Specific 
questions  include  how  the  findings  from  PRO  reviews  of  care  in  office  settings  and 
how  PRO  activities  focused  on  entire  episodes  of  illness  should  be  coordinated  with 
carrier  and  intermediary  medical  review  responsibilities. 
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Third,  PROs  and  carriers  should  consult  with  appropriate  medical  organizations 
when  developing  review  criteria.  The  Commission  believes  that  the  proposed  rule 
published  by  HCFA  on  January  30,  1989  to  provide  opportunities  for  the  medical 
community  to  comment  on  new  review  criteria  would  be  an  important  step  towards 
meeting  this  objective. 

Fourth,  HCFA  should  designate  a  single  entity  to  support  research,  demonstrations, 
evaluations,  and  technical  assistance  in  quality  and  utilization  review  for  PROs, 
carriers,  and  intermediaries.  This  office  should  also  serve  as  a  source  of  information 
about  state-of-the-art  review  methods  and  as  a  conduit  for  information  about  new 
practice  guidelines  that  could  be  integrated  into  review  criteria. 

STRENGTHENING  THE  INFRASTRUCTURE  FOR  PAYMENT  REFORM 

Implementing  a  fee  schedule  and  expenditure  targets  will  require  changes  in  the 
Medicare  data  system  both  to  administer  the  policies  and  monitor  their  effects.  The 
Commission  applauds  HCFA's  efforts  to  improve  the  data  system  such  as 
establishing  the  unique  physician  identifier,  incorporating  diagnosis  codes  on 
physician  claims  forms,  and  developing  a  common  working  file  including  both  Part 
A  and  B  data.  The  Commission  recommends  two  further  changes  in  the  agency's 
data  system  to  help  it  implement  the  payment  reforms.  It  also  calls  for  increased 
funding  for  program  administration. 

Improvements  in  Data  System 

RECOMMENDATION:  Providers  should  file  Medicare  claims  for  all 
services-both  assigned  and  unassigned-with  no  charge  to  beneficiaries. 
Claims  should  be  submitted  within  90  days  after  the  delivery  of  service. 

This  would  insure  that  beneficiaries  receive  the  benefits  to  which  they  are  entitled 
and  would  facilitate  efficient  claims  processing  and  accurate  and  timely  program 
data.  Carriers  should  contact  a  sample  of  beneficiaries  to  determine  the  accuracy 
of  claims  submitted  by  physicians. 

RECOMMENDATION:  HCFA  should  establish  comprehensive  requirements 
for  carrier  electronic  claims  capabilities  and  provide  technical  assistance  to 
carriers. 

Increased  use  of  electronic  claims  (EMC)  could  significantly  reduce  carrier 
processing  costs  and  improve  the  accuracy  of  program  data.  During  the  next  year 
HCFA  should  develop  an  operational  plan  for  more  rapid  conversion  from  paper 
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claims  to  EMC.  Congress  should  make  movement  to  EMC  a  clear  priority  for 
HCFA  by  writing  a  timetable  for  electronic  submission  of  all  Part  B  claims. 

RECOMMENDATION:  Electronic  claims  should  be  exempted  from 
requirements  for  minimum  processing  times. 

One  of  the  major  incentives  to  physicians  to  use  EMC  is  prompter  payment,  but 
current  minimum  time  requirements  for  processing  remove  much  of  that  advantage. 

Funding 

The  ability  of  the  carriers  to  implement  a  fee  schedule,  increase  EMC  usage,  and 
expand  their  medical  review  activities  depends  on  adequate  and  predictable  funding. 
Such  funding  unfortunately  cannot  be  taken  for  granted.  While  funding  for  medical 
review  activities  of  carriers  was  increased  for  the  current  fiscal  year,  the  President's 
budget  for  1990  would  cut  funding  by  19  percent. 

RECOMMENDATION:  The  Congress  should  provide  adequate  and 
predictable  funding  for  program  administration. 

Since  HCFA  is  trying  to  hold  back  outlay  increases  in  the  range  of  $4  billion  per 
year,  attempts  to  shave  spending  for  administration  (in  particular,  medical  review) 
are  poorly  conceived.  If  we  are  to  attempt  major  reforms  in  this  program, 
we  must  assure  that  the  administrative  resources  are  there  to  carry  them  out. 

RISK-SHARING  ARRANGEMENTS  IN  PREPAID  HEALTH  PLANS 

Some  have  expressed  concern  that  certain  types  of  prepaid  health  plans  have  failed 
to  establish  strong  organizational  structures  and  management  systems  and  instead 
have  relied  heavily  on  financial  incentives  to  physicians  to  control  costs,  posing  a  risk 
of  underservice  to  enrollees.  This  concern  led  Congress  in  1986  to  prohibit  HMO 
and  CMP  use  of  financial  inducements  to  physicians  to  reduce  or  limit  service  to 
Medicare  beneficiaries.  The  provision  was  not  scheduled  to  take  effect  until  1990 
in  order  to  permit  time  to  develop  a  less  sweeping  limitation. 

While  the  use  of  financial  incentives  to  physicians  raises  important  concerns 
regarding  patient  care,  broad  prohibitions  may  not  be  in  the  interest  of  Medicare 
beneficiaries.  First,  we  have  no  definitive  information  concerning  whether  or  not 
risk-sharing  arrangements  now  have  an  adverse  effect  on  access  or  quality.  Second, 
such  restrictions  could  result  in  the  termination  of  many  HMO  risk  contracts  with 
Medicare  and  reduce  beneficiaries'  access  to  prepaid  plans.  Medicare  beneficiaries 
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comprise  a  very  small  proportion  of  HMO  enrollment,  so  restrictions  on  practices 
that  HMOs  consider  important  to  their  success  could  lead  many  to  turn  away  from 
the  Medicare  program. 

RECOMMENDATION:  HCFA  should  require  prepaid  health  plans  to  limit 
the  total  risk  assumed  by  individual  physicians  or  small  groups  through 
some  form  of  reinsurance  or  "stop  loss"  provision,  and  it  should  require 
them  to  rely  primarily  on  incentives  to  groups  of  physicians  rather  than  to 
individual  physicians.  Health  plans  should  also  disclose  to  both  physicians 
and  enrollees  appropriate  information  on  risk-sharing  arrangements. 

Limiting  total  risk  assumed  by  physicians  through  reinsurance  reduces  the  likelihood 
that  financial  incentives  will  interfere  with  doing  what  is  best  for  the  patient. 
Group-level  risk-sharing  arrangements  weaken  the  effect  of  specific  patient  decisions 
on  a  primary  care  physician's  personal  income  and  they  encourage  active  peer 
review.  Informed  and  knowledgeable  beneficiaries  and  physicians  could  help  identify 
and  prevent  any  inappropriate  care  that  may  result  from  financial  incentives. 


RECOMMENDATION:  HCFA  should  continue  to  strengthen  its  monitoring 
and  review  processes  applicable  to  prepaid  plans  and  should  conduct 
periodic  surveys  of  both  current  and  former  enrollees  to  assess  both  access 
to  care  and  beneficiary  satisfaction. 

Increased  monitoring  is  desirable  regardless  of  the  degree  of  financial  risk  assumed 
by  physicians  because  monitoring  systems  identify  a  variety  of  access  and  quality 
problems  in  addition  to  those  that  may  result  from  risk  sharing.  Pursuing  a  policy 
of  increased  monitoring  and  limited  restrictions  on  risk  sharing  would  allow  HMOs 
to  continue  using  some  incentives  thought  to  be  beneficial  in  promoting  cost 
effective  patient  care. 

RECOMMENDATION:  HCFA  and  others  should  conduct  additional 
research  to  identify  the  effects  of  patient  characteristics  on  the  use  of 
services  and  to  assess  the  impact  of  risk-sharing  arrangements  on  physician 
behavior  and  the  accessibility  and  quality  of  care. 

A  better  understanding  of  issues  related  to  the  design  and  effects  of  risk  sharing 
arrangements  would  provide  a  foundation  for  future  policy  decisions  and  assist 
HMOs  in  fashioning  well-balanced  risk-sharing  arrangements  that  encourage 
efficient  behavior  and  cooperation  by  payers,  providers,  and  beneficiaries  in  the  use 
of  resources. 


25 


COMMISSION  RECOMMENDATIONS 


THE  MEDICARE  FEE  SCHEDULE 

The  current  CPR  payment  system  should  be  replaced  with  a  Medicare  Fee  Schedule 
(MFS)  based  primarily  on  resource  costs  incurred  in  efficient  medical  practice. 

Relative  Value  Scale 

Relative  Work.  The  Hsiao  study's  estimates  of  physician  time  and  effort  should  be 
used  as  the  initial  basis  for  the  physician  work  component  of  the  RVS  in  the 
Medicare  Fee  Schedule. 

Practice  Costs.  Practice  costs  (expenses  for  nonphysician  inputs)  should  be 
incorporated  into  the  RVS  through  an  additive  formula. 

To  the  degree  that  it  is  technically  feasible,  practice  cost  factors  used  in  the  RVS 
should  apply  to  categories  of  services  rather  than  to  specialties. 

Costs  of  professional  liability  insurance  should  be  separated  from  other  practice 
costs.  They  can  either  be  integrated  into  the  RVS  through  a  separate  practice  cost 
factor  or  be  reimbursed  directly  to  physicians. 

Specialty  Training  Costs.  The  RVS  should  not  include  an  additional  factor  for  the 
opportunity  costs  of  specialty  training. 

Coding.  The  coding  system  for  evaluation  and  management  (EM)  services  should 
be  revised  so  that  visits  are  classified  on  the  basis  of  time  as  well  as  site  of  service, 
type  of  patient,  and  referral  status. 

The  legislative  mandate  to  HCFA  to  group  evaluation  and  management  codes  for 
payment  purposes  should  be  delayed  until  the  above  mentioned  reform  of  coding 
for  these  services  is  completed. 

Global  payment  for  surgery  should  be  based  on  the  policy  developed  by  the 
Commission  for  defining  which  services  associated  with  an  operation  are  to  be 
included  in  the  payment  for  the  operation.  This  policy  should  be  adopted  by  all 
Medicare  carriers  when  the  Medicare  Fee  Schedule  is  implemented. 

Specialty  Differentials 

Specialty  differentials  should  not  be  incorporated  into  the  Medicare  Fee  Schedule. 
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Specialty-Specific  Relative  Value  Scales 


The  Medicare  Fee  Schedule  based  on  resource  costs  should  determine  payment  to 
all  physicians,  including  those  currently  paid  under  specialty-specific  relative  value 
scales. 

Geographic  Multiplier 

Payments  under  the  MFS  should  vary  from  one  geographic  locality  to  another  to 
reflect  variation  in  physicians'  costs  of  practice.  The  cost-of-practice  index 
underlying  the  geographic  multiplier  should  reflect  variation  only  in  the  prices  of 
nonphysician  inputs. 

As  part  of  the  Medicare  Fee  Schedule,  a  uniform  policy  on  the  delineation  of  charge 
localities  is  needed. 

Assignment  and  Balance/Extra  Billing 

Charges  for  unassigned  claims  should  be  limited  to  a  fixed  percentage  of  the  fee 
schedule  amount.  This  policy  would  replace  the  existing  MAAC  limits.  The 
Commission  does  not  have  a  recommendation  for  the  specific  percentage  to  be  used. 

Balance  billing  should  not  be  permitted  for  any  Medicare  beneficiary  whose  cost 
sharing  is  paid  by  Medicaid. 

The  Participating  Physician  and  Supplier  Program  (PAR)  and  its  payment 
differential  providing  higher  fees  to  participating  physicians  should  be  continued 
under  the  Medicare  Fee  Schedule. 

Conversion  Factor 

The  Medicare  Fee  Schedule  is  a  fundamental  payment  reform.  Decisions  on 
payment  updates  should  be  made  independently  of  this  basic  reform. 

Transition 

A  transitional  stage  should  begin  in  1990,  with  implementation  of  the  full  Medicare 
Fee  Schedule  planned  for  1992. 

Monitoring  Access 

The  Medicare  program  should  devote  greater  efforts  to  monitoring  access  to  care 
and  the  degree  of  financial  burden  experienced  by  beneficiaries. 

Information  gathered  on  access  to  care  should  be  integrated  into  the  annual  update 
process. 
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Update  Process 

The  process  used  to  develop  the  fee  schedule  proposal-in  which  the  Physician 
Payment  Review  Commission  seeks  the  input  of  organizations  representing 
physicians,  beneficiaries,  and  other  affected  parties  and  develops  recommendations 
to  the  Congress-should  be  used  for  updating  the  fee  schedule  as  well. 

EXPENDITURE  TARGETS 

The  conversion  factor  should  be  updated  annually  through  an  expenditure  target 
formula,  so  that  the  rate  of  increase  of  Medicare  expenditures  per  enrollee 
determines  in  part  the  size  of  the  conversion  factor  update. 

The  expenditure  target  should  apply  initially  to  all  physicians'  services  nationally. 
The  policy  is  expected  to  evolve,  leading  to  incorporation  of  a  broader  range  of 
services  and  to  multiple  targets  for  regions  and/or  categories  of  physicians'  services. 

EFFECTIVENESS  RESEARCH  AND  PRACTICE  GUIDELINES 

The  Federal  government  should  support  effectiveness  research  and  practice 
guidelines  through  increased  funding,  coordination,  and  evaluation. 

For  practice  guidelines,  federal  funds  should  be  used  to  support  and  build  on 
initiatives  by  the  medical  profession  and  others  in  the  private  sector. 

UTILIZATION  AND  QUALITY  REVIEW 

The  Commission  supports  HCFA's  current  efforts  to  move  toward  a  more 
comprehensive  approach  to  medical  review  and  calls  for  further  actions  to 
strengthen  the  review  process.  It  has  a  number  of  specific  recommendations  to 
structure  and  focus  this  transition. 

STRENGTHENING  THE  INFRASTRUCTURE  FOR  PAYMENT  REFORM 

Both  improvements  in  the  Medicare  data  system  and  adequate  funding  for  program 
administration  will  be  needed  to  implement  the  proposed  reforms. 

Improvements  to  Data  System 

Providers  should  file  Medicare  claims  for  all  services-both  assigned  and  unassigned- 
-with  no  charge  to  beneficiaries.  Claims  should  be  submitted  within  90  days  after 
the  delivery  of  service. 


28 


HCFA  should  establish  comprehensive  requirements  for  carrier  electronic  claims 
capabilities  and  provide  technical  assistance  to  carriers. 

Electronic  claims  should  be  exempted  from  requirements  for  minimum  processing 
times. 

Funding 

The  Commission  urges  the  Congress  to  provide  adequate  and  predictable  funding 
for  program  administration. 

RISK-SHARING  ARRANGEMENTS  IN  PREPAID  HEALTH  PLANS 

Medicare  should  require  prepaid  health  plans  to  limit  the  total  risk  assumed  by 
individual  physicians  or  small  groups  through  some  form  of  reinsurance  or  "stop 
loss"  provision,  and  it  should  require  them  to  rely  primarily  on  incentives  to  groups 
of  physicians  rather  than  to  individual  physicians.  Health  plans  should  also  disclose 
to  both  physicians  and  enrollees  appropriate  information  on  risk-sharing 
arrangements. 

HCFA  should  continue  to  strengthen  its  monitoring  and  review  processes  applicable 
to  prepaid  plans  and  should  conduct  periodic  surveys  of  both  current  and  former 
enrollees  to  assess  both  access  to  care  and  beneficiary  satisfaction. 

HCFA  and  others  should  conduct  additional  research  to  identify  the  effects  of 
patient  characteristics  on  the  use  of  services  and  to  assess  the  impact  of  risk-sharing 
arrangements  on  physician  behavior  and  the  accessibility  and  quality  of  care. 
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Table  1.  Effects  of  Alternative  Balance  Bill  Limits  on  Beneficiaries" 
Under  the  Medicare  Fee  Schedule 


BENEFICIARIES  WITH 

CHANGE  IN  BALANCE  BILL  LIABILITY  >  $500  BALANCE 

FROM  CPR  BILL  LIABILITY 


$  %  % 

CPR  0  0  4 

MFS  Balance  Bill  Limits 

No  Limit  29  32  6 

140%  Limit  -34  -38  2 

130%  Limit  -46  -50  1 

120%  Limit  -59  -65  1 

110%  Limit  -73  -81  0 

Mandatory  Assignment  -91  -100  0 


Source:   PPRC  Simulations. 

Note:      a  Excludes  enrollees  who  did  not  have  claims  and  Medicaid  beneficiaries. 
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Table  2.  National  Mean  Payments  for  Selected  Procedures 


Evaluation  and 
Management 


CPR 

$ 


MPS 
$ 


Change 
% 


90050  limited  office  visit  23 

90060  intermediate  office  visit  28 

90250  limited  hospital  visit  26 

90260  intermediate  hospital  visit  30 

90620  comprehensive  consultation  93 

92014  eye  exam  and  treatment  42 


28 
35 
33 
40 
104 
39 


24 
26 
28 
34 
12 
-6 


Surgery 


27130  total  hip  replacement  2404 

27244  repair  femur  fracture  1299 

33512  coronary  artery  bypass  3894 

35301  rechannel  of  artery  1573 

44140  partial  removal  of  colon  1256 

49505  repair  inguinal  hernia  588 

52601  prostatectomy  (TUR)  1128 

66984  remove  cataract,  insert  lens  1164 


1985 
1198 
2828 
1172 
1072 
414 
921 
1164 


-17 
-8 
-27 
-26 
-15 
-30 
-18 
-21 


Diagnostic 


52000  cystoscopy  105 

70470  contrast  CAT  scans  of  head  113 

71010  x-ray  exam  of  chest  (1  view)  12 

93000  electrocardiogram,  complete  35 


110 
82 
10 
25 


5 
-27 
-16 
-28 


Source:  PPRC  Simulations. 


Note:  Fees  are  for  procedures  performed  by  the  most  common  specialty  in  the  most  common  place 
of  service. 
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Table  3.  Distribution  of  Beneficiaries  by  Changes  in  Coinsurance  Plus 
Balance  Bills 

Medicare  Fee  Schedule  with  120%  Limit 


PERCENT  OF  BENEFICIARIES 


CHANGE  FROM  CPR  WITH  DECREASES  WITH  INCREASES 


$  1  -  10  25  16 

11-25  13  5 

26  -  50  11  3 

51  -  100  10  2 

101  -  251  8  1 

251  -  1000  5  0 

>  1000  1  0 

Total  73  27 


Source:   PPRC  Simulations. 

Note:      Excludes  enrollees  who  did  not  have  claims  and  Medicaid  beneficiaries. 
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Table  4.  Beneficiaries'  Liabilities  for  Coinsurance  Plus  Balance  Bills  Under 
the  Medicare  Fee  Schedule 

120%  Balance  Bill  Limit 


DOLLARS  OF  SPENDING  PER  BENEFICIARY  AND  PERCENT  CHANGE  FROM  CPR 

TOTAL  BALANCE  BILL  COINSURANCE 


All 

$179 

-25% 

32% 

-65% 

$147 

0% 

<  65  yrs 

186 

-21 

24 

-69 

162 

3 

65  -  74 

167 

-27 

32 

-65 

135 

-2 

75  -  84 

195 

-24 

35 

-63 

160 

0 

85+  yrs 

184 

-19 

29 

-64 

155 

5 

Males 

190 

-26 

34 

-65 

156 

-2 

white 

192 

-26 

36 

-65 

156 

-2 

non-white 

170 

-18 

18 

-67 

152 

C 

Females 

171 

-24 

30 

-65 

141 

1 

white 

172 

-25 

31 

-65 

141 

1 

non-white 

157 

-16 

17 

-67 

140 

3 

Area3 

very  large  metro 

219 

-32 

36 

-69 

183 

-12 

large  metro 

196 

-23 

31 

-65 

165 

-1 

small  metro 

175 

-25 

33 

-64 

142 

1 

large  rural 

158 

-24 

30 

-65 

129 

3 

small  rural 

151 

-25 

31 

-64 

120 

6 

Income  (%  poverty  level) 

below 

153 

-21 

24 

-65 

129 

4 

100  -  149% 

161 

-24 

29 

-64 

133 

1 

150  -  199% 

168 

-23 

30 

-64 

138 

2 

200  -  299% 

183 

-24 

33 

-64 

150 

1 

300%  and  over 

191 

-28 

37 

-64 

154 

-3 

Hospitalized 

yes 

452 

-25 

79 

-66 

373 

HI 

no 

97 

-25 

18 

-63 

79 

-2 

Source:   PPRC  Simulations. 

Note:      Excludes  enrolJees  who  did  not  have  claims  and  Medicaid  beneficiaries. 

a  Areas  are  assigned  by  beneficiary's  residence.  Very  Large  Metro  areas  include  counties  in 
MSAs  of  5  million  or  more  population;  large  metro  areas  include  counties  in  MSAs  of  1  million 
population;  small  metro  area  are  all  other  metropolitan  counties.  Large  rural  (non- 
metropolitan)  counties  have  population  of  25,000  or  more;  small  rural  includes  all  other  non- 
metropolitan  counties. 
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Table  5.  Change  in  Medicare  Payments*  by  Specialty 
Medicare  Fee  Schedule 


PERCENT 

SPECIALTY  CHANGE 


Medical  20 

Internal  Medicine  17 

Family  Practice  38 

Dermatology  1 

Surgical  -1 1 

Ophthalmology  -16 

General  Surgery  -10 

Orthopedic  Surgery  -7 

Urology  -5 

Thoracic  Surgery  -20 

Otolaryngology  6 

Obstetrics/Gynecology  2 

Hospital  Based  (na) 

Radiology  -21 

Pathology  -25 

Anesthesia  (na) 

Other  Physicians6  4 


Note:      a  Does  not  include  balance  bills. 

b  Other  Physicians  includes  physician  specialties  with  data  problems  and  were  not  evaluated  in 
the  Hsiao  study:  cardiovascular  disease,  clinic,  general  practice,  gastroenterology,  nephrology, 
neurology,  neurosurgery,  plastic  surgery,  psychiatry,  and  pulmonary  disease. 
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Table  6.  Change  in  Payments  by  Geographic  Area 
Medicare  Fee  Schedule 


SPECIALTY  PERCENT 
GROUP  CHANGE 


Very  Large  Metro 


Large  Metro 


Small  Metro 


Large  Rural 


Small  Rural 


Medical 
Surgical 
All  physicians 


Medical 
Surgical 
All  physicians 


Medical 
Surgical 
All  Physicians 


Medical 
Surgical 
All  Physicians 


Medical 
Surgical 
All  Physicians 


-1 
-25 
-14 


17 
-12 
-3 


26 
-7 
3 


30 
-6 
12 


37 
-7 
14 


Note:  8  Very  l  arge  Metro  areas  include  counties  in  MSAs  of  5  million  or  more  populations;  large 
metro  includes  counties  in  MSAs  of  1  million  to  5  million  population;  small  metro  area  are  all 
other  metropolitan  counties.  These  areas  accounted  for  14,  37,  and  33  percent  respectively  of 
Medicare  allowed  amounts  in  1988.  Large  rural  (non-metropolitan)  counties  have  population 
of  25,000  or  more;  small  rural  includes  all  other  non-metropolitan  counties.  These  areas 
accounted  for  9  and  7  percent,  respectively  of  Medicare  allowed  amounts  in  1988. 
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